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INTRODUCTION 
 
The Industry Commission has recently released a wide ranging draft report on charitable 
organisations.1  Part of the Inquiry's terms of reference required the Commission to examine the 
appropriateness of the taxation treatment of charities.2  The findings of the draft report when combined 
with the recommendations of the Federal Parliament's Follow the Yellow Brick Road Report3
 
 point to 
a systematic review by the Australian Tax Office (ATO) of its dealings with charitable organisations.  
Generally prevention rather than cure is the better strategy in taxation issues.  This article raises a 
number of issues charitable organisations might consider as part of their prevention strategy.  As the 
ATO administers all the taxes discussed in this article and as the tests for exemption are similar, 
charitable organisations should find that "getting it right" for one tax means that their affairs will be in 
order for most taxes. 
PROPOSED AUDIT ACTIVITY 
 
The Industry Commission picks up the theme of the ATO being more pro-active in monitoring and 
collecting statistics about the taxation affairs of charitable organisations.4
 
  The Commission 
recommends that 
 The Australian Taxation Office should introduce a process of review of Community Social 
Welfare Organisations receiving tax deductibility status and other tax benefits.5
 
 
It further noted that decentralisation of the ATO had contributed to many anomalies and 
inconsistencies in exemptions of charities from taxation requirements which should be resolved. 
 
                                                     
1  Industry Commission, Draft Report on Charitable Organisations, an Inquiry into Community Social Welfare 
Organisations, Melbourne, October 1994. 
2  For general overview of the report's taxation consequences refer M. McGregor-Lowndes, A Taxing Definition - A 
Comment on the Industry Commission's Draft Proposals for Defining Community Social Welfare Organisations, 
Working Paper No.45, Program on Nonprofit Corporations, Queensland University of Technology, Brisbane, 1994. 
3  Australia, House of Representatives Standing Committee on Finance and Public Administration, Follow the Yellow 
Brick Road, The Final Report on an Efficiency Audit of the Australian Taxation Office: International Profit Shifting, 
Australian Government Publishing Service, Canberra, March 1991 at p.51ff. 
4  The Yellow Brick Road Report is also in the same vein. 
5  Charitable Organisations Draft Report at p.242. 
If the recommendations of these reports are acted upon, it is likely the ATO will revise its charity 
exemption procedures and begin some auditing of charitable organisations.  It is too early to know 
what form these audits will take.  It is not, however, too early for charitable organisations to address 
the issue and place themselves in an advantageous position should there be changes to the law, ATO 
procedures or audit investigations. 
 
WHAT SHOULD BE DONE? 
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Taxation exemptions play an important part in the financial health of charitable organisations, 
although they are often taken for granted or overlooked.  Loss of exemptions as a consequence of an 
ATO audit of the organisation may result in a significant future cost to organisations as well as liability 
for back taxes (including penalties and interest).  ATO audits also cause administrative costs and 
disruptions which may be avoided if the organisation can remove itself from an audit "target category" 
or minimised if the charitable organisation can quickly and easily point the ATO auditor to the 
necessary documentation.  Organisations should also be aware of the damage that could be brought on 
their community public relations if an ATO audit uncovers neglected matters, for example public 
fundraising might suffer in the short term. 
 
Organisations should consider appointing someone to be responsible for maintaining a watching brief 
over taxation developments in the near future.  The appendix to this paper sets out a review process of 
a nonprofit organisation's tax exempt status which such a person might use as a guide.  As part of the 
preparation for a possible ATO review of the organisation's affairs, consideration should also be given 
to the following matters. 
 
1. Exemption from taxation 
 
Most charitable organisations are exempt from taxation either by virtue of Section 23(e) or 23(j).6
 
  
Section 23(e) exempts "the income of religious, scientific, charitable or public educational institution" 
and section 23(j) exempts funds for public charitable purposes.   
While perhaps not falling under technical definition of "charity" other nonprofit associations are also 
exempted.  It seems logical that if charities are to be scrutinised then such other nonprofit associations 
will also be in line.  Section 23(f) exempts trade unions and unions of employers, section 23(g) 
exempts a wide variety of clubs, associations and societies including music, art, science and literature, 
games and sports, animal races and "community service purposes" (not being political or lobbying).7
 
  
Section 23(h) exempts associations established for the purpose of promoting the development of 
aviation, agricultural, pastoral, horticultural, viticultural, a manufacturing or industrial resources of 
Australia. 
Four issues arise in this area being the original application for exemption, whether that exemption is 
still valid, whether the required amounts have been distributed annually and whether the organisation's 
records are sufficient. 
 
(a) Original application 
 
                                                     
6  Income Tax Assessment Act. 
7  Refer to Tax Determination 93/190 as to the scope of "community service purposes". 
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It has been administrative practice for organisations to apply to the ATO for exemption from income 
tax.  If granted, a letter of confirming the exemption is then forwarded to the organisation.  In the event 
of a review of the organisations's taxation affairs, it would be appropriate to ensure that the 
organisation has such a letter in its records.  This correspondence may prove useful in establishing its 
current status as a tax exempt organisation.  It is the experience of the authors that many organisations 
have difficulty finding such correspondence due to the changes in office bearers over the years. 
 
If the letter cannot be accounted for, the possibility that official acknowledgment of the tax exempt 
status of the organisation was never sought or given, should be considered.  Fortunately, all is not lost 
if the letter cannot be located.  Under the self determination system which currently operates the 
Income Tax Assessment Act (the Tax Act) does not require ATO sanction of the status in order for the 
organisation to be exempt.  All that is required is that an organisation falls within one of the exempt 
categories and is able to prove this in the event of an ATO audit.  It will be a matter for the 
organisation to decide whether it approaches the ATO to obtain a copy of the lost letter of exemption,8 
or whether it applies for written ATO confirmation of its exemption status or whether it puts in place 
documentary evidence9
 
 to prove that it falls within one of the exempt categories.  It may be that 
applying for exemption status retrospectively will alert the ATO to the possibility that other matters 
within the organisation may need attention.  The choice of paths may well present a tough strategic 
decision for the board or management committee. 
(b) Is the exemption still valid? 
 
The second issue that should be considered is whether the organisation still falls within one of the 
exemption categories in the Tax Act.  The test is a year by year test and it may be irrelevant that formal 
recognition of exemption was given some time ago.  Many organisations over the years change their 
constitutions, objectives and activities.  A prime question in an ATO audit of a section 23(e) 
organisation could be for example whether the organisation is still a religious, scientific, charitable or a 
public educational institution?  Similar questions could be asked of a section 23(g) organisation (sports 
organisations) and have been the subject of recent litigation.10
 
 
An organisation should examine its formal objects, its mission or vision statement and predominant 
activities to ensure that it is still eligible for exemption from income tax.  This information could be 
gathered by a scrutiny of the organisation's constitution, annual report, newsletters, publicity 
brochures, activities and financial reports.  
 
                                                     
8  The authors have heard anecdotes to the effect that the ATO also has difficulties in finding copies of their 
correspondence about such matters, particularly if exemption was granted some time ago. 
9  Such documentary evidence should include a copy of the organisation's rules, copies of financial statements, any 
published material relating to the organisation and probably a memo outlining why the organisaton is entitled to an 
exemption from income tax (refer to the Appendix for guidance). 
10  See for example Tweed Heads Bowls Club v FCT 92 ATC 2087. 
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An example of a section 23(e) charity may help clarify the issues that need to be considered.  
 
 Handicapped Inc was founded in 1937 to be a charity to provide institutionalised care for 
handicapped children.  It obtained an exemption from income tax as a charity pursuant to 
section 23(e).11
                                                     
11  Income Tax Assessment Act. 
  In the 1980s due to change in philosophy of care for such persons, de-
institutionalisation occurred and the organisation placed all its clients in alternative 
accommodation.  It sold its buildings and changed its name to Disability Advocacy Inc.  It 
also changed its formal constitution and actual operations from institutional care of such 
persons to advocating changes in the law and administration of the marginalised of 
society. 
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It could well be that this organisation is no longer eligible for exemption under section 23(e) because it 
falls outside the common law definition of charity as objects such as changing the law or political 
activities are not regarded as charitable.  Although this is an extreme case, care should be taken to 
ascertain that the organisation still falls within the relevant exempting category of section 23(e) or (j) 
and that evidence can be produced to support this contention.  This evidence could be both objective 
(eg the formal constitutional objectives) and activity (eg what the organisation actually does) based. 
 
If an organisation is concerned that some its activities may fall foul of the prohibition on political 
activity, lobbying or self help, then it may consider forming a separate entity to carry on these 
activities.  This is a common device in England where such matters have been more closely scrutinised 
for some time.  The new subsidiary entity would be controlled by the organisation and perhaps pay tax 
if it earned income (usually it would not).  In any case it would not taint the rest of the organisation for 
the purposes of section 23 or other exemptions which are discussed below. 
 
(c) Annual distributions 
 
If organisations are exempted pursuant to section 23(j) they should ensure they have either distributed 
85% of the income of the trust annually or have sought approval of the ATO to accumulate funds for 
that particular year. 
 
(d) Record keeping requirements 
 
The Tax Act requires all bodies carrying on a business to keep sufficient records to explain all 
transactions and acts relevant for any purpose of the Tax Act.12
                                                     
12  Section 262A of the Income Tax Assessment Act. 
  These records must generally be kept 
for a period of five years.  In the context of tax exempt organisations, it is not certain how far these 
requirements extend.  It would be prudent for organisations to ensure that financial records are in such 
a format that a tax office auditor could follow the organisation's financial affairs.  This would include 
records to prove that the relevant annual distributions (see above) have been made. 
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2. Public Benevolent Institution Status - Deductibility of Donations 
 
Most organisations with tax deductibility of donations status gain this through satisfying the very 
restrictive definition of Public Benevolent Institution13
 
 (PBI).  Some cultural and environmental 
organisations have their own register of deductibility status kept by appropriate Commonwealth 
Government Departments.  The issues which are relevant for this area are similar to those outlined 
above for tax exempt status. 
(a) Original documentation 
 
Again the organisation should ensure it has documentation from the ATO to establish it is a PBI.  Lists 
are prepared on an annual basis by each regional office of the ATO of PBIs and these should be 
consulted to ensure the organisation is correctly described.  A preliminary scrutiny of these lists for the 
1993 year revealed that some organisations claiming tax deductibility status were not included on the 
lists frequently, this was because many organisations did not have their name changes recorded.  It is 
appropriate to put these matters in order before such a discrepancy motivates the ATO to select the 
organisation as an audit target. 
 
As with the income tax exemption, it can be argued that a literal interpretation of the Tax Act does not 
require ATO sanction of the organisation's PBI status.  All that is required is that an organisation be a 
PBI in order for gifts to it to be deductible.  As an incorrect assumption by the organisation would have 
ramifications for donors it would be prudent to ensure that the ATO approves the organisation's PBI 
status. 
 
(b) Is Public Benevolent Institution status still appropriate? 
 
Again it is important to ensure that the formal objects and activity of the organisation still comply with 
the definition of PBI.  The same procedures mentioned above for section 23(e) should be adhered to.  
Reference should be had to recent cases in the area and Tax Determination 93/11 which provide a 
starting point for the definition of PBI.14
                                                     
13  Section 78 of the Income Tax Assessment Act. 
 
14  The most recent is Re Royal Society for the Prevention of Cruelty to Animals, Queensland Inc., (1992) A.T.C. 4,254. 
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(c) Record keeping requirements 
 
The same record requirements are relevant as outlined above for income tax exemption.  In addition, it 
is probably prudent for organisations to keep sufficient records of donations in order to satisfy both the 
ATO and donors who lose their receipts. 
 
Further, as the Industry Commission has recommended that the lower limit ($2) upon the deductibility 
of donations be removed, now may be an appropriate time to consider what size donation is 
appropriate for the organisation.15
 
  Note that sound financial practice will still require recording and 
receipting of non-deductible donations.  The only saving may be the cost of posting receipts to donors 
who do not reach the organisation's self determined limit. 
3. Sales Tax 
 
The major sales tax exemption available occurs if the organisation is a PBI.  Sales tax exemption can 
also be available to some other organisations such as hospitals, schools and medical research bodies.  
In this regard organisations should ensure that information required to support the original and 
continuing classification of it as a PBI or other exempt category is retained. 
 
In addition, the sales tax exemption is generally only available if the goods purchased were purchased 
for use by the organisation for a minimum of two years or, if less, the working life of the goods.  
Documentation should be retained which will enable the organisation to prove that goods were 
retained for that time frame or purchased for the required use in the event of an audit. 
 
Goods purchased with sales tax exemption and then leased by or fees charged to students or clients is a 
sensitive area and care needs to be taken. 
 
4. Fringe Benefits Tax 
 
Currently, the major exemptions for fringe benefits tax are available to religious institutions and public 
benevolent institutions.  It is proposed by the Industry Commission to remove the exemption from 
fringe benefits for public benevolent institutions.16
 
  No recommendation has been made in relation to 
religious institutions. 
It has not been decided how this recommendation will be implemented or even if it will.  In the event 
that it is implemented it is envisaged that organisations will be given some lead-in time in order to get 
their house together.  It is advisable for those organisations who believe they will be affected in the 
future to begin looking at the current range of salary packages they offer employees. 
                                                     
15  The Industry Commission has recommended that individual organisations be responsible for determining the lower 
limit for deductibility of donations made to them, Charitable Organisations Draft Report at p.244. 
16  Charitable Organisations Draft Report at p.254. 
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If/when the exemption from fringe benefits tax is removed there may be cash flows difficulties 
experienced by the organisation.  This should be prepared for when the announcement in relation to 
the removal of the exemption is made.  Further, in the event of such an announcement it would be 
prudent for organisations to begin negotiating different and more tax effective salary packages with 
their employees. 
 
Further, organisations will need to review the records kept in relation to employee activities.  In the 
event the organisation becomes subject to FBT there will be an increased record keeping burden 
imposed upon it.  The organisation will need to keep documents such as employee declarations, log 
books and travel diaries which it may never have previously kept for employees. 
 
If the deletion of the fringe benefits tax exemption never becomes law, then the same factors as 
outlined previously should be considered by the organisation in support of its PBI status. 
 
CONCLUSION 
 
It is likely that the taxation arrangements for charitable organisations will attract increasing scrutiny in 
the near future by the ATO.  It is not yet clear what form that scrutiny will take.  There are some basic 
measures that charitable organisations should take to ensure that they are in the best position possible 
to meet the requirements of the ATO.  The measures discussed in the paper should be addressed by the 
management of charitable organisations.  Failure to do so may cause a future consumption of valuable 
resources in meeting an ATO audit and possible loss of taxation privileges. 
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 APPENDIX 
 
 Review of Tax Exempt Status 
 
To be kept with the official documents of the organisation.1
 
 
Name of Organisation: 
 
Date: 
 
Name/s of reviewer/s and position: 
 
1. Evidence used in this review is attached to this sheet.2
 
 
2. The main object3
                                                                                                                  
 as expressed in Clause                of the constitution is 
                                                                                                                  
                                                                                                                  
                                                                                                                  
 
 This is a tax exempt purpose pursuant to Section                Tax Act. 
 
3. The nondistribution constraint clause4
 
 is expressed in clause                of the constitution. 
4. The dissolution clause5
 
 is expressed in clause                of the constitution. 
5. The evidence to show that the main constitutional object (see 2 above) is the main activity of the 
organisation is:6
 
 
 Tax Office Correspondence 
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 Mission Statement 
                                                                                                                  
                                                                                                                  
                                                                                                                  
                                                                                                                  
                                                                                                                  
 Strategic Plan  
                                                                                                                  
                                                                                                                  
                                                                                                                  
                                                                                                                  
                                                                                                                  
 Financial Statement 
                                                                                                                  
                                                                                                                  
                                                                                                                  
                                                                                                                  
                                                                                                                  
 Annual report/ President's report 
                                                                                                                  
                                                                                                                  
                                                                                                                  
                                                                                                                  
                                                                                                                  
 Newsletters, brochures, leaflets 
                                                                                                                  
                                                                                                                  
                                                                                                                  
                                                                                                                  
                                                                                                                  
 Other Comments: 
                                                                                                                  
                                                                                                                  
                                                                                                                  
                                                                                                                  
                                                                                                                  
 Working Paper No.PONC49 - QUT 
 
11 
 Notes to Reviewing Your Organisation's Tax Status  
1. This review schema is a guide for officers of nonprofit associations to systematically assess their organisation's tax exempt 
status.  The assistance of a professional who has knowledge of taxation matters may be required.  The completed review should 
be kept with the association's important documents.  It will serve as a record for future officers and as evidence in the event of a 
taxation audit. 
2. Gathering Source Documents 
 
 You should collect primary and secondary sources of evidence about your association. 
 
 Primary evidence: 
 
 (a) Current constitution 
 (b) Letters from Tax Office confirming tax exempt status 
 
 Secondary evidence: 
 
 (a) Current financial statements 
 (b) Current annual report or president's report 
 (c) Mission statement and strategic plan 
 (d) Brochures, leaflets, newsletters. 
3. Examining the Constitution 
 
Three issues relating to the constitution should be attended to: 
 
 (a) The main purpose or object of the association should be a tax exempt purpose 
 (b) It contains a nondistribution constraint clause 
 (c) It has an appropriate dissolution clause 
 
The first issue above requires some clarification.  To determine if the relevant purpose is contained in the organisation's constitution it 
is necessary to examine its objects clause (sometimes called "purposes") and note that object which is the main or dominant 
object of the association.  Usually the first object in the object clause is the main object.  If it is difficult to decide which is the 
main object, answer the question, "from just reading this constitution, what is the essential reason for this association's 
existence as disclosed in the constitutional documents?" 
 
If the main object is still not clear in the constitution then, perhaps an alteration to the constitution is necessary. 
 
One then needs to check that the consitutional object is tax exempt under the Tax Act.  If a letter of confirmation of tax exemption 
from the Tax Office exists the section should appear in this letter.  The assistance of a professional at this point may be required 
if this is not clear. 
4. There is a nondistribution constraint clause 
 
A nondistribution constraint clause is the hallmark of all nonprofit associations.  It would be very unusual for an association not to 
have such a clause in some form.  The clause basically states that the income or assets of the association are not to be 
distributed to its members, board or management.  Income and assets are only to be used to further the objects of the 
association.  
 
Often such clauses permit payment of salaries for services rendered by employees, appropriate interest to be paid on loans to the 
organisation by members, and out of pocket expenses incurred in association business by board members. 
5. There is a dissolution clause 
 
A dissolution clause is usually found in the last few clauses of the constitution. It states that if the association is wound up, dissolved, 
or ceases to exist, then any surplus property is not to be distributed to the members of the association.  Any surplus property is 
usually to be given to another nonprofit organisation which is tax exempt. 
6. Matching the main constitutional objective with actual activities of the association 
 
It is one thing for your constitution to clearly state a main object which neatly falls within an exempt purpose as stated in the Tax Act, 
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it is often more difficult to show that the organisation's actual main activity reflects the main constitutional object.  These 
activities are not fatal to taxation exemption provided they are SUBSIDIARY to the main object. 
 
There would be few associations that did not engage in some activities that were not their main object.  
 
For example the main activity of an organisation may be to provide food to the homeless.  This is charitable and thus tax exempt.  It 
might also provide a free Christmas banquet for its financial supporters each year.  This banquet would not be a charitable 
activity, but it is also not the main activity (which is charitable) and thus will not affect the tax exempt status of the association. 
 
Another example is where the main activity of a football club may be to promote the game of football in a certain area.  This would be 
a tax exempt purpose.  The club may also have a club house which has poker machines and entertainment facilities. This club 
house activity in itself is not tax exempt, but the whole association is tax exempt so long as one can show that the main activity 
is the promotion of football, not the running of a social club. 
 
You need to point to evidence that supports the contention that the association's main activity is a true reflection of the association's 
main constitutional object.  This evidence will differ for each association, one might consider making the link more explicit in 
future annual reports, strategic plans, mission statements, brochures or newsletters. 
 
 Some clues for where to find evidence: 
 
 Mission Statement 
 
It would be expected that this would closely mirror the sentiments of the main object. If not something has to change. 
 
 Strategic Plan 
 
This should reveal that the emphasis is the pursuit of the main object.  It will be particularly important for organisations that have 
substantial commercial activities such as sporting clubs to show that the operation of the commercial activities is not an end in 
itself but is a means to advance the objects of the association such as a new stadium, more coaches or junior development. 
 
 Financial Statement 
 
Statistics might be drawn to show that a majority of expenditure is devoted to the main object, the majority of income is from the main 
object, and/or the majority of assets are to facilitate the main object. 
 
One must be selective as associations will differ.  The majority of income for a charity (donations from the government or wealthy) 
may not be from their main object activity, whereas a sporting club might generate their main income from charging admission 
to sporting events.  The crucial statistic for a charity will be where it spends the majority of its income, rather than how it is 
obtained. 
 
It may be helpful to include such statistics in future annual reports. 
 
When the financial statements are considered it is also worthwhile considering whether the nondistribution constraint clause (note 4 
above) has been strictly adhered to.  It is also prudent to insure that salaries and other benefits of the CEO are justifiable, 
particularly if the CEO is also a member of the board or management committee.  
 
 Annual report/ President's report 
 
One would usually find evidence here to support the matching of constitutional main object and actual main activity. 
 
 Newsletters, brochures, leaflets 
 
Again one would usually find evidence here to support the matching of constitutional main object and actual main activity. 
